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Internal Revenue Service Department of the Treasury
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Ge— T —

Date: . |
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EIN: @Iy | )

Dear Applicant: ' ' |

We have considered your applicatiof’for recognition of
exemption from federal income tax as an organization described in
gsection 501 (c) (3) of the Internal Revenié“*Code. We have
concluded that you do not qualify for racognition of exemption as
an organization described under that Code section. Our reasons
for this conclusion and the facts upon'‘wliich it is based are
explained below.

TS en

You were incorporated on

~Your stated purposes are
to be organized and operated exclusively for charitable purposes,
and specifically, to provide comprehensive home health care
services to atients regardless of their ability
to pay, with a target population encompassing the sick, frail,
disabled elderly and homebound residents of the County. Your
Articles of Incorporation are silent as to shareholders or
members.

You stated th ou are controlled by

I ("Health Corporation®), a section
501(c) (3) organization. You also indicated that although you
have no membaers, Health Corporation is your shareholder. ' Health
Coxporation is organized to perform comprehensive home health
care services which include home infusion therapy. You further
reported that, currently, every. ‘member- of your Board of Directors
serves as a member of the Health cOrpoxatxon s Board.

Your Bylaws provide that two direc@ors shall be deslgnaced
by Health Corporation and one director shall be designated by
each affiliated participating health care agency, at the
discretion of the Board. All other directors are elected from
the community at large by a vote of the board at its annual
meeting. The Bylaws further provide that you shall have no
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members and that all decisions requiring a vote shall be approved
by your Board of Directors, to number between eight and fifteen.

The Bylaws do not contaima definitionof "affiliated
participating health care agency.® However, you indicated that
you currently have three affiliated participating agencies, and
each has a representative on your Board. The current affiliated
participating agencies are IRC 501 (c) (3) hospitals in the local
area. You have no employees.

Your sole activity is participating in a general paxtnership
formed , under the namﬁ*&f-illﬁlllllllll'

("GP") . The three other partners include two other
nonprofit visiting nurse associations and

("aIs"), a for profit corporation. You indicated
that all income or loss distributed by the partnership to you
will be distributed to Health Corporation, although nothing in
your Articlea or Bylaws so directs.

One of the nonprofit vigiting nurse association partners,
(*VNS*), has been recognized as
exempt from tax under section 501(c).(3):;af the Code. The other
nonprofit visiting nurse association:partner applied for exempt
status in conjunction with your application for recognition of
exemption. It has not been xecognized as:exempt from tax undey
section 501 (c) (3). AIS was founded by three pharmacists in
and is in the business of providing infusion and enteral therapy
services, equipment, and supplies to skilled nursing facilities
and home health care agencies and their) respective patients.

You contributed (@MW in cash for a @M percent general
partnership interest, as did each of VNS and the other nonprofit,
nonexempt visiting nurse aasociation.  Inithe aggregate, you and
VNS have contributed SN for a percent equity interest
in the GP. AIS has contributed § . for the remaining
percent equity interest. . oo

The Partnership Agreement provides: that partners shall meet
quarterly. Under the Partnership Agraement, you are collectively
referred together with VNS and the other nonprofit, nonexempt
visiting nurse association (the "VNAs*). The Partnership
Agreement provides that the VNAs, collectively, have one vote -y
percent) and AIS has one vote (50 percent) . The VNAs have a
single representative who muat act only on a two-thirds majority
congent of the VNAs. A quorum is established only if all
partners are represented. R N

Th hip Agreement epecifias. that GP is organized
under . It will provide

AT ey
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equipment, supplies, ;nd pharmaceuticals related to infusion and
enteral therapy to skilled nursing facilities and their patients,

~ home health agencies and their patients and other home-based

patients. Additionally, GP will supply and administer any and

all oral medications to home-based patients under the direction
of their physicians. Some of the patients discharged from your
affiliated participating agencies become patients of GP.

You stated in your application that fees are based on
patients’ ability to pay and are set by insurance providers,
Medicare and Medicaid, although the partnership agreement is
gilent as to fees to be charged. GP has 1o charity. care policy,
although you have indicated that your revenue sources include
patients from Medicare and Medicaid, as well as managed care and
other sources. You are not considered a qualified home health
care agency as defined in section 1861 (o) of the Social Security

Act.

No partner is entitled to withdraw or reduce its capital
contribution, to receive interest on its capital contribution, or
to partition any partnership property. All items of income,

ains, losses, expenses, deductions and credits will be allocated
to the partnexs in accordance with their initial capital
contributions. Distributable‘cash.fhdﬂ;is defined in the.
partnership agreement as cash generameduby operations, less
current charges and expenses, princigalapayments on any
‘partnership debt, and reserves for -working capital,

" contingencies, capital improvémenteﬁﬁzeplacements, and repair and

warranty work. The agreement.specifias distributions shall be

" quarterly. The agreement also provides a cross-indemnification

clause between the partners for actions that may be brought
against a partner for actions outside the partnership. In
addition, the partnexs indemnify th@;partnership against any
actions brought against the partnérship for outside activities of
a partner. T e LU

AIS will serxve as the managing-partner of gp. For its
gervices as managing partnetz,le;ijl;be reimpbursed for ;
reasonable out -of ~-pocket expenses and will be compensated for
personnel gservices. Bubject to the actions requiring unanimous
consent by the partnexs, the. managing partner is responsible for
the day-to-day partnership operations. The partnership agreement
requires unanimous consent for the following actions: '

1. amendment of the partnerahip.agreement;

2. Qisposition of any of the  partnership’s assets other
chan in the ordinary course of business; :

3. admittance of a new partner;
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4, permitting a partner to encumber its interest in the
partnership or its right to receive profits and/or cash
distributions therefrom; o -

5. the partnership entering any new line of business;

6. acceptance by the partnership of discounted payment of
any kind from a customer or class of customers other
than discounts required by third-party payors;

7. borrowing in excess of SO, either individually or

‘ in the aggregate, for the account of the partnership;

8. taking any action which would make it impossible to
carry on the ordinary busineas.af the partnership;

9. encumbering any assets of the partnership other than
with purchase money security interest;

10. leasing or purchasing any real property on behalf of
the partnership (other than the lease for offices of
the partnership);

11. causing the partnership to enter into any transaction
with a partner or an affiliate of a partner;

12. approval of the annual budget;

13. changing the name of the partnership;

14. making any loan to any. person or entity;

15. ‘spending in excess of é percent over the amount
budgeted in the applicdble budget for any expense
category (excluding any budget: items that are variable
based upon the volume of actual business);

16. confessing judgment against the- partnership;

17. wmaking any changes in.the distribution policy:;

18. merging orx consolidating withi any other entity;

19. causing the partnership to file.for bankruptc¢y; and

20. selecting an independeéent certified public accounting
firm to review or audit the :partnexship’s financial
statements and related bookailof:account and financial
records. oo T T IS

Besides its responsibilities as managing partner, AlS also

manages the daily operations of the business pursuant to a
management services agreement between itself and GP. The
agreement is automatically renewed for up to four additional one
year periods. AIS is paid a management. fee based on an hourly
bagis for authorized work performed at.the rates listed in the
management agreement. AIS will provide pharmacy management, -
contracting, marketing, nursing- backup:and administrative
services in conformity with standards defined by the Partnership
Management Committee. AIS is responsible for hiring the staff,
including the Pharmacy Manager and the:General Manager.

. LY
At the end of the second year, and at the conclusion of each
- one year period thereafter, the Management Committee will
evaluate the performance of services of AIS to determine if the
agreement should be renewed. The Management Committee meets on a
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monthly basis to monitor the services provided by AIS as the
manager and reimbursements for these services. The Management
Committee is composed of two members from AIS, two members
representing the VNAs, and the-General Manager of the GP
pharmacy. You stated that the current committee chairman is an

executive director of VNS, although that is not a requirement
under the partnership agreement nor the management agreemwent.

Section 501 (c) (3) of the Code describes as exempt fxom
federal income tax, as provided under section 501(a),
organizations organized and operated exclusively for charitable
purposes, no part of the net earnings-of.which inures to the
benefit of any private shareholder or individual.

Section 1.501(c) (3)-1(a) of the Income Tax Regulations
provides that to be exempt under section 501(c) (3) of the Code an
organization must be organized and operated exclusively for the
purposes specified therein. The purposes specified in section
501 (c) (3) include charitable purposes.

Section 1.501(c) (3)-1(e).(1) of the regulations provides that
an organization will be regarded as operated exclusively for one
or more exempt purposes only if it engages primarily in.
activities which accomplish one or moxe:exempt purposes specified
in section 501(c) (3). An organization.-will not be so regarded if
more than an insubstantial part of its.activities is not in
furtherance of an exempt purpose. i Ul

Section 1.501 (c) (3)-1(d) (1) of thei regulations provides that
an organization is not organized or operated exclusively for an
exempt purpose unless it serves a public:rather than a private
interest. Thus, an organization must testabligh that it is not
organized or operated for the benefit:.cf designated individualgs.

, Section 1.501(c) (3)-1(d) (2) of .the.requlations provides that -
the term "charitable® is used in section 501(c) (3) in its
generally accepted legal sense. The promotion of health has long
been recognized as a charitable purpose. gSee Restatemept
(Second) of Trusts, sections 368, 372.(1959); 4A Scott and
Fratcher, The Law of Trustg, .sectiona. 368, 372 (4th ed. 1989) .

Rev. Rul. 69-545, 1969-2 C.B. 117, sets forth standards
under which a nonprofit hospital may.qualify for recognition of
exemption under section 501 (c){3) of -the Code. This revenue
ruling gave consideration to .two separate hospitals, only one of
which was determined to qualify for .exempt status under section
501 (c) (3). By weighing all the relevant facts and circumstances,
the revenue ruling analyzed whether hoth the control and use of
the hospitals were for the benefit of the public or for the
benefit of private interests. The hospital that qualified for
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exemption was found to be organized and operated to further the
charitable purpose of promoting health by satisfying a community
benefit standard that included, among other factors, a board of
directors that broadly represented the interests of the
community. The hospital that did not qualify for recognition of
exemption was found to be operating for the private benefit of

those who controlled it rather than for the benefit of the
publiec. ' .

-Rev. Rul. 72-209, 1972-1 C.B. 148, provides that a nonprofit
organization formed to provide low cost home health care for
people of a community may qualify for exemption under section
501 (c) (3) of the Code as a charitable organization. The revenue
ruling concludes that by providing home nursing and therapeutic
care in the manner described, the organization serves many of the
same health care needs of the community that hospitals
traditionally serve, and therefore, is promoting health within
the meaning of the genezal law of charity.

Rev. Rul. 98-15, 1998-12 I.R.B. 6, compares two situations
where an exempt hospital forms a joint venture with a for-profit
entity and then contributes its hospital and all of its other
operating assets to the joint venture, .which then operates the
hospital. o Cm

In the first situation, the revenue ruling concludes that
the exempt organization will continue to.further charitable
purposes when it participates in the joink. venture. ' Favorable
factors include the commitment of the joint venture to give
charitable purposes priority over maximizing profits; the
community make-up and structure of the board; the voting control
held by the exempt organization’s representatives on the board;
the specifically enumerated powérs of the:board; and, that the
terms and conditions of the management..contract are reasonable.

In the sgecond situation, the. revenue ruling concludes that
the organization will fail the:pperational test when it o
participates in the joint venture, because activities of the
joint venture will result in greater:than:incidental private
benefit to the for-profit partner. Faghtors leading to this
conclusion include: shared voting control with the for-profit
partner; no binding obligation to serve the community; the joint
venture’s operation as a businegs enterprise will not necessarily
give priority to the health needs of: the community over
maximizing profits; the chief executives. of the joint venture
have a priox relationship to the for-profit partner and the
management company, a subsidiary of the for-profit partner; and,
the management company is given broad disecretion over activities
and assets and may unilaterally renew the:contract.

A WA P
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In Better i e Washingto

States, 326 U.S. 279, 283 (1945), the Court stace& that "the
presence of a gingle ... (nonexempt) purpose, if substantial in
nature, will destroy the exemption regardless of the number or
importance of truly ... [exempt) purposes."”

In Hardi ; , 508 F.2d 1068

(6ch Cir. 1574), a nonprofit hospital with an independent board
of directors executed a contract with a medical partnership
composed of seven physicians. The contract gave the physicians a
virtual monopoly over the care.of the .hospital’s patients and the
stream of income they represented while also guaranteeing the
physicians thousands of dollars in payments for various
supervisory activities. The court held that the benefits derived
from the contract constituted sufficient private benefit to
preclude exemption. ‘

In Geisinger Health Plan v. Commiggjioner, 985 F.2d 1210 (3rd
Cir. 1993) ("Geisinger II"), rev’'q 62 T.C.M. 1656 (1991)
("Geisinger I"), the Circuit Court held that a health maintenance
organization that provided no significant benefits to anyone
other than its paying subscribers failed to demonstrate that it
primarily beaefitted the community and. did not qualify for tax
exempt stacus under saection 501(c) (3) &furhe Code. The court
determined that a charitable health care organization must meet a
flexible community benefit test, based.:upén the totality of the
circumstances, to show it is opéerated. im:furtherance of a
charitable purpose.

In Broadway Theatre League of Lynchburg, Virginia, Inc. v.
United Stateg, 293 F.Supp. 346 (W.D.Va. 1968), the court held
that an organization that promoted an interest in theatrical arts
did not jeopardize its exempt stdtus-whengit hired a booking
organization to arrange for a series of theatrical performances,
promote the series and sell season tickets to the series because
the contract was for a reasonable term and the organization
retained ultimate authority over.'the activities being managed.

In est of Hawaiji v. Commissioner, 7L T.C. 1067 (1979), aff’'d
in unpublished opinjon 647 F.2d 170 (9th Cir. 1981), the Tax

Court found that for-profit est organizations were able to use
est of Hawaii, a nonprofit entity, as an "instrument" to further
their for-profit purposes even though the for-profits lacked
structural control over the nonprofit, due to the significant
indirect control exerted by the for-profits.

In Pederation Pharmacy Services, Inc. v. Commissioner, 72
T.C. 687 (1979), aff’'d, 625 F.2d 804 (8th Cir. 1980), the Tax

Court held that while selling prescriptién pharmaceuticals
promotes health, pharmacies cannot qualify for recognition of
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exemption under section 501(c) (3) of the Code on that basis
alone. '

~
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In Plum d Th ociet .V , 74 T.C.
1324 (1980), aff’'d 675 F.2d 244 (9th Cir. 1982), the Tax Court
held that a charitable organization’s participation as a general
partner in a limited partnership did not jeopardize its exempt
status. The organization co-produced a play as one of its
charitable activities. Prior to the opening of the play, the
organization encountered financial difficulties in raising its
share of the costa. In order.to meet.its funding obligations,
the organization formed a limited partnexrship in which it served
as a general partner and two individuals and a for-profit
corporation were the limited partners. Significant factors in
the Tax Court‘’s finding included that the limited partners played
a passive role as investors only, that the organization remained
in control of all aspects of the play, that none of the limited
partners were directors or officers of the organization, and that
the investors’ interests in the particular play were not
intrusive or indicative of serving private interests.

In Amexican Campaign Academy v. Commissioner, 92 T.C. 1083
(1989), the court concluded that an‘organization that trained
campaign workers for the benefit of the Republication Party was

not exempt under section 501(c) (3) of the Code, due to the
- greater than incidental private benéfit to the Party. The court
noted that section 501 (c) (3) organizations may benefit private
interests only incidentally. Conferripg:imore than incidental
benefits on private interests is a nonexempt puxpose.

TRt L‘" .

In a . ol , 109 T.C. 326
(1957), appeal docketed, No. ...~ , (7¢k:€ir. Apr. 30, 1998), the
Tax Court determined that a for-profit:.professional fundraiser
hired by UCC to conduct its direct mail .fundraising campaign
received excessive compensation. The:Court concluded that the
contractual arrangement caused the for-profit fundraiser to be an
insider for purposes of the inurement provision of IRC 501(c) (3)
because it allowed the fundraiser to exercise (a) substantial
control over UCC’s finances and: (b) effectively exclusive control
over UCC’s fundraising activities. The Court held that there was
inurement of UCC’'s net earnings to the: fundraiser, thus
disqualifying UCC from exempt atatus.:.

In Housin ' 'ﬁ;iQIGS T.C.M. (CCH) 2191
(1993), aff‘’d, 49 F.3d 1395 (9th Cir.-1995), amended 58 F.3d 401
(9th Cir. 1995), the Tax Court concluded.that the organization

did not qualify as an organization described in section 501(c) (3)
of the Code because its activities performed as co-general

partner in limited partnerships substaptially furthered nonexempt
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purposes, and private interests were served by its activities.
The organization entered into partnerships as a one percent co-
general partner of existing limited partnerships for the purpose
of splitting the tax benefits with the for-profit partners.
Under the management agreement, the organization’s authority as
co-general partner was narrowly circumscribed. It had no

management responsibilities and could describe only a vague
charitable function of surveying tenant needs.

Section 502 of the Code states that an organization operated
for the primary purpose of carrying on a trade or business for
profit is not tax exempt on the groumd that—-all of its profits
are payable to one or more tax-exempt organizations.

Section 1.502-1(b) of the regulations provides that a
subsidiary organization of a tax exempt organization may be
exempt on the ground that the activities of the subsidiary are an
integral part of the exempt activities of the parent
organization. However, the subsidiary is not exempt from tax if
it is operated for the primary purpose of carrying on a trade or
business which would be an unrelated trade or business if
regularly carried on by the parent organization.

Section 512(c) (1) of the Code prowides that if a trade or
business regularly carried on by a partnership of which an
organization is a member, is an unrelated.trade or business with
respect to such organization, this organization, in computing its
unrelated business taxable income, must..include its share
(whether or not distributed) of the grdss . income of the
partnership from such unrelated trade .or:business and its share
of the partnership deductions directly connected with such gross
income. gee alsg, section 1.512(c)-l:.ef the reqgulations.

, T cnoE b !

S8ection 513 (a) of the Code definds the term "unrelated trade
or business" as any trade or business the.conduct of which is not
substantially related (aside from the need of the organization
- for income or funds or the use it makes of the profits derived)
to the exercise or performance by such:organization of the
purpose ox function constituting the:baasis for its exemption.

J

Section 1.513-1(3) of the regulations defines *unrelated
business taxable income" to mean gross income derived by an
organization from any unrelated’ trade: or:;business regularly
carried on by it, less directly .connected:deductions and subject
“to certain modifications. Therefore, gross income of an exempt .
organization subject to the tax imposed by section 511 of the
- Code is includible in the computation of.unralated business
taxable income if: (1) it is income from trade or business; (2)
such trade or business is regularly carried on by the
organization; and (3) the conduct of such trade or business is
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not substantially related (other than'through the production of
funds) to the organization’s performance of its exempt functions.

Section 1.513-1(b) of the regqulations states that the phrase
“trade or business® includes activities carried on for the
production of income which possess the characteristics of a trade
or business within the meaning of section 162 of the Code.
Section 1.513-1(c) of the regulations explains that "regularly
carried on" has reference to the frequency and continuity with
which the activities productive of the income are conducted and
the manner in which they are pursued.

Section 1.513-1(d) (1) of the regqulationa states that the
presence of the substantially related requirement necessitates an
examination of the relationship between the business activities
which generate the particular income in question -- the
activities, that is, of producing or distributing the goods or
pexforming the services involved -- and the accomplishment of the
organization’s exempt purposes.

Section 1.513-1(d) (2) of the regulations states that a trade
or business is related to exempt purposés only where the conduct
of the business activity has a causal relationship to the o
achievement of an exempt purpose, and is substantially related
for purposes of section 513, only if the causal relationship is a
gubstantial one. Thus, for the conduct:of a trade or business
from which a particular amount of gross income is derived to be
substantially related to purposes for.which exemption is granted,
the production or distribution of the goods or the performance of
‘the services from which the gross income-is derived must
contribute importantly to the accomplishment of those purposes.

' [ JEUARN B '

Rev. Rul. 68-375, 1968-2 C.B. 245, concludesa that the sale
of pharmaceutical supplies by an exempt hospital to private
patients of physicians with offices in a:hospital-owned medical
building results in unrelated business:.taxable income to the

hospital. o

Rev. Rul. 78-41, 1978-1 C.B. 148, ¢oncludes that a trust
created by a hospital to accumulate and hold funds to pay
malpractice claims against the hospital qualified for exemption
under section 501(c) (3) of the Code as an integral part of the
hospital. The hospital provided. the funds for the trust, and the
banker-trustee was required to make payments to claimants at the
direction of the hospital. The organization conducted an
activity that the hospital could perform jtself, '

isinger Healt v. Commissioner, 100 T.C. 394 (1993),

("Geisgingey III"), affrd, 30 P.3d 494 (3xrd Cir. 1994) ("Geisginaex
1V*), held that a prepaid health plan did not qualify for

.'“!':I R




- 11 -
exemption under section 501(c) (3) of the Code based on the
integral part doctrine of section 1.502-1(b) of the regulations.

We have concluded that you are not operated exciusively for
exempt purposes as described in’sectiOn 501(c) (3) of the Code.

To be described in section 501 (c¢) (3) of the Code, an
organization must be organized and operated exclusively for
exempt purposes. An organization will be regarded as operated
exclusively for exempt purposes only if it engages primarily in
activities which accomplish thoge exempt purposes. An
organization does not operate exclusively for exempt purposes if
more than an insubstantial part of its activities do not further
exempt purposes. Section 1.501(c)(3)-1(c) (1) of the regulations.

Also, gge., Bekter Business Bureau v. United States, supra.

An organization may participate in a partnership without
jeopardizing its exempt status if participation in the
partnership furthers a charitable purpose and the partnership
arrangement permits the exempt oxganization to act exclusively in
furtherance of its exempt purpose and only incidentally for the
benefit of the for-profit members or partners. Sae
Theatre Society, Inc, v. Commissioneyr, s gupra, and Housing
Pioneers v. Commiggioner, supra. Theiactivities of a partnership
are generally considerxed to be the activities of its partners.
See, €.9., Butler v. Commissioner, 36.T.Cz.1097 (1961), acqg.,
1962-2 C.B. 4. This is also consistent with the treatment of
partnerships for purposes of the unrelated business income tax
under section 512(c) of the Code:. Whaeriparticipating in a .
partnership is the only activity of a:nonprofit organization, the
partnership agreement effectivély contxols the operations of the
nonprofit organization. Therefore, if:ithe partnership is
primarily engaged in activities that further a charitable
purpose, the exempt organization operatés for charitable
purposes. If more than an insubstantial-amount of the
partnership’s activities do not furthexr a:charitable purpose, the
exempt oxganization fails the operational:test under gection
1.501(c) (3)-1(c) (1) of the regulations. ‘

The submitted information establighes that you seek
exemption based on your sole activity of.participating in a
general partnership with other exempt: entities and a for-profit
corporation. - We conclude that:your parxticipation in the general
partnership does not further a charitabhie-purpose, and allows for
greater than incidental benefits to the:for-profit partner.

An organization is not operated exclusively for exempt
purposes unless it serves a public rather than a private
interest. An organization must.éstablish:that it does not
operate for the benefit of private interests such as designated
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individuals, the creator or his family, shareholders of the
organization, or persons controlled, directly or indirectly, by

such private interests. Section 1.501(¢) (3)-1(d) (1) of the
requlations. (oo = )

An organization may enter into a management contract with a
private party giving that party authority to conduct activities
on behalf of the organization and direct the use of the
organization’s agsets provided that the contract is for a
reasonable term and the organization retains ultimate authority

over the activities being managed. See Broadway Theatre Leaque
f I l l ]: !! Iz s m. i 2. . . % ar v bttt g B -

’

However, an exempt charity has the responsibility to use its
income and assets primarily to further its charitable purposes.
If a nonprofit organization allows a Private party to control
substantially all of the organization’s activities or assets,
€.9., if a private party has contracts, licenses, voting rights
or other powers that enable it to control the flow of income or
the disposition of assets owned by the charitable organization,
it will violate the private benefit test of section 1.501(c) (3)-
1(c) (1) of the regulations. In other words, a for-profit

entity’s ability to exert significant control over the operations

of a nonprofit organization for._the bénaefit of the for-profit
entity will disqualify the nonprofit organization from exempt
statug, even if the for-profit’s contrel is achieved indirectly
through contractual arrangements and payments to the for-profit
are reasonable. BSee, ‘ -+ SuUpra; est
of Hawaiji v. Commissioner, 3upra; and, . United Cancer Gouncil,
Inc, v, Commigsioner, supra. .. A

. - e

You are in a minority ownership positiion. You own only a
M percent interest, and together, . thé& two tax exempt partners
own only percent, while AIS8 owns & percent. The.
Partnership Agreement provides that the partnership will be
governed by an equal number of directors,:one chosen by the
nonprofit partners together (although_ one:is nonexempt) and one
chosen by AIS, the for-profit partner. . The representative for
the nonprofit partners must act on a twor-thirds majority vote.
You do not have equal voting power to:AIS8,; because your decisions
may be countermanded by a two-thirde vote of the other two
“nonprofit partners, only VNS of which-ig xecognized as exempt
from federal income tax, prior to the .partnership vote. Thus,
you are unable to exert any decisive .influence or actual control
although you have a significant:gtake in- the partnership’s
earnings. ot Lane S

- The partnership and managément ai:iﬂéément»of the joint
venture are structured and operated to give private interests
control ovex the partnership activities and asseta and to
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maximize profits, not to serve charitable purposes. You are
grouped together in the voting structure with a nonexempt entity,
which may or may not serve charitable purposes. Even though the
Partnership Agreement deems you to have équal representation to
AIS in the decisions regarding the Partnership, in reality you do
not. You and VNS are bound together in voting power with a
nonexempt entity. A nonexempt entity .has a one-third vote in
deciding how your representative will represent your exempt
interests in GP.

Yet, even if all three of the VNAs voting together were tax
exempt, technically giving exempt interests equal répresentation
on the governing board, AIS still in reality would have greater
power and authority over the decision making. AIS has managing
control over the day-to-day operations of the partnership
business as well as the partnership itself.

As the managing general partner of GP, AIS decides all major
decigions not requiring the unanimous consent of all partners.
As the day to day manager, AIS ia responsible for hiring the
staff and executives, including the GENNEEENEN: and
Oy The is the tie breaker on the
Management Committee. The control by AIS over the
ﬂe makes it unlikely that he or she'could impartially zreview
AIS, to ensure a charitable program. ;This control will influence
the staff and executives to be more responsive to AIS's agenda,
such as in fee schedules and patients:served. Thus, through the
control exercised by AIS, it is benefitted more than
incidentally. See Amexjcan Campaiqn Academy v. Commigsioper,
Bupra. T n Tl

The veto power retained by your representative over ultimate
decisions and his or hexr participatiom on the Management
Committee does not mean that the representative can force GP to
take certain actions to advance a charitable purpose, nor does it
grant the nonprofit partners any ability.to definitively affect
policy or direction; e.gq, allawance for :charity care, provision
of research and training, willingnesas:to . contract with Medicare
and Medicaid programs, and willingness to provide services that..
meet a community need but would not nécessarily maximize profits
or produce enough profits to make them commercially viable.

In this regard, under the Partnership Agreement and laws of
the state, GP was formed to carry on-as a business for profit.
In general, p 5 re }a

its and losses of the
partnership.

A
partnership is intended generally to

1ximize profits for the

partners. An exempt entity participating in a partnership w@:h a
for-profit corporation has to take into.account the for-profit
partner’'s pecuniary interests. When the exempt entity 1is in

o AL
FRt R N
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L

control of the partnexship, it can take steps to satisfy this
need while assuring the accomplishment of ita exempt purpose.
However, AIS has a fiduciary duty to maximize profits and no
responaibility to further exempt-purposes - — -

’

provides that partnerships operate fox the

urposes stated in their partnership agreements. Gl
M GP appears to be a typical partnership
esigned to operate the home health services as a business for

profit. The Partnership Agreement does not include any
charitable purposes nor reaquire GP to operate for charitable
purposes. Thus, AIS, as manager of GP;~-ha8-no express duty to
the partners to serve charitable purposes and instead, appears to
have a duty to operate the partnership as a profit-making
business. Moreover, if arbitrators are needed to resolve a

. Geadlock between the directors, it appears that they would rule
in favor of a decision likely to yield larger profits to GP,
based on its formation as a for profit business, as well as the
definition of a general partnership under hiﬂ an
entity engaged in business for profit. Conversely, there is no
assurance that arbitrators would consider the accomplishment of
exempt purposes to take precedence over the accomplishment of
business purposes. - R S

e

In your case, the primary beneficiary: from the partnership
activity is AIS. AIS has actual control-over partnership issues
due to its position as managing general partner in addition to
its management of the day-to-day business:; The primary source of
information for the representatives will be the chief executives,
who are employees of AIS. Moreover, AIS will have broad
discretion over all of GP’'s activities-and assets that are not
required to be under the representatives!.supervision. AIlS, ams
the managing partner, has the authorityy t¢ decide all the major
decisions not requiring unanimous consent;;, including fees to be
charged for services, among other major:decisions.

Also, although a Managemenc.CommiEtee will oversee AlIS's
performance ag the manager of the business and will decide
. whether to renew AIS’s management term, . the majority of the
Management Committee is composed: of representatives for AIS and
an employee of AIS. Therefore, it is doubtful that the :
Management Committee will find fault: with AIS’s performance as
the manager or remove it as the manager; particularly in regard
to ensuring charitable services. . The -partnership arrangement
allows AIS to increase its client base, improve its '
marketability, realize a stream of referrals from the enterprises
operated by the nonprofit partners, save on expenses through
consolidation and economies of scale, -and exercise increased
bargaining leverage with vendors, Under the balancing test of

i g
PRI
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ican demy v_ ner, gupra, AIS will be
benefitted moxe than incidentally by the actions of Gp.

The situation here is conparable to thé indirect control
exhibited in est of Ha igsioner, 8upra. In the court
case, the indirect control exerted by the for-profit entities was
found to generate impermissible private benefit. Here, the
direct and indirect control maintained from AIS‘s position as the
managing partner, where the nonprofit entities have only a veto
power over major decisions, and from AIS’s position as the
manager of the business operations with control over personnel
and other daily business decisisnsa, régult in impermissible
private benefic to AIS. .

The present situation is distinguishable from the joint

venture described in Theatre Soci
because in Plumstead the joint venture was limited in scope and

the charity maintained full management control over the
activities of the partnership. In your case, the for-profit
interests have more than simple managerial control, as in

Br eatre Lea urq v -S5.. The for-profit
interests have day-to-day authority as well as long term pPlanning
authority over the provision of pharmaceutical supplies and the
home health care services. Instead, you are like the
organization in Housin ommissioner, which did not
control the activity of the partnerships. i:' This conclusion is
based on actual control as evidenced by the partnership
agreements and the management agreement. ). .

.o LB )

Accordingly, you are operating far fthe private benefit of
others and this is a subgtantial .non-exempt activity. Therefore,
you do not qualify for recogniticn of ‘exemption under section
- 501 (e) {(3) of the Code. v Cobyoone

R DU

You also are not entitled to exemption because your
activities do not promote health in a charitable manner. The
promotion of health includes patient care:through home health
services. See Rev. Rul. 72-209," supra. :;However, not every
activity that promotes health supports tax exemption under
section 501(c) (3) of the Code. For example, selling prescription
pharmaceuticals certainly promotes health, but pharmacies cannot
qualify for recognition of exemption under section 501(c) (3) on
that basis alone. See, F : S

Commissionexr, supks.

The same is true of hospitals and qther health care :
organizations. As the Tax Court stated; " (wlhile the diagnosis
and cure of disease are indeed purposes.that may furnish the
foundation for characterizing the activity as ‘charitable,’
something moxe is required." Sonora Commu |
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Commisaioner, 46. T.C. 519, 525-526 '(196'6' . aff'd y r. '
(oth Cir. 1968). See algo’ DiNkc ARLd 397 F.3d 814
Commissioner, 71 T.C. 158 (1978), acqg. 1981-2 C.B.2;

0r TR waga m— 1y ob

Health care orga.nizétions _— meet a communit: beixefit
. standard to qualify for exemption. Rev. Rul 69-5451,’ 8upra;

']

supra. All the facts must be examined to detemini'

Gelgingex I1I,
wheeh.::: a health care organization primarily benefits the =
community. What distinguishes charitable health care providers
from inveator-owned counterparts is the willingness of charities
to subjugate concern for the bottiém lifie—tc-concern for mission.
In the case at hand, the structura of the governing board cannot
primarily represent the interests of the community. There is an
~inherent conflict between the intarests of your representatives
to further charitable goals and those of AIS’ representatives,
who have a fiduciary duty to serve the pecuniary interests of
AlS. Because you are virtually a shell, with no amployees or
activities of your own, you have. limited resources to exercise
any role in the operation of GP. ' Although the exempt partners
participate in the Management Committee, its oversight
.capabilities are limited by the tie-breakesr presence of the
o on the Committee, who.will be under the -
nfluence of its employer, AIS... . .. ..ot —
The lack of an exempt purpose in GP’s operation is apparent
from the facts disclosed in your application. GP is not & '-
qualified home health agency, as the organization was in Rev.
Rul. 72-209, gupra. It does not have .a.charity care policy. Its

‘activities primarily include dispensing-equipment and supplies to =

patients. Fees charged will be.sufficiantd to ensure a profit, as
decided by AIS as the managing partneridnd day-to-day manager of
the busineas. GP is not providing low:cost home health care as
described in Rev. Rul. 72-209. - Thus, ‘bacause GP fails to further
an exempt purpose and your participation:in GP is your only
activity, you are not operated exclusively for charitable

purposes as raquired for exemption under.sgection 501(c) (3) of the
COde- - ) . i . : ol : V . ’ .

R

In addition, YOu-do not qu;lify 'fo'x;:.ia'xauiption as an integral . .

part of Health Corporation. Section 1%.503-1(b) of the
regulations, in discussing the integral part test for exemption,
provides that an organization may. derive exemption from a ‘
controlling exempt organization if the subordinate organization

. is not engaged in an activity that would be an unrelated trade or

business if the activity were performed by tha controlling
organization. I o ‘ : : :

Thus, for t;hé. intagraly part :tem:, éﬁqi.-.alpply,' two requiremente
must be satisfied: (1) the exampt org_a_u_gi_._:a;.ation mst exercise
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sufficient control and close supervision, based on all the facte
and circumstances, to establigh the equivalent of a parent and

subsidiary relationship, and (2) the subordinate entity must
perform essential services for the exempt parent. ' ‘

You are a nonmembership corporation. Although the members
of your Board of Directors and the members of the Health
Corporation’s Board of Directors are currently identical, neither
your Articles of Incoxporation nor Your Bylaws provide that
Health Corporation is your parent or your member. Its only
relationship to you under the governing documents is to choose
two of your Board members. Beciiise youi ByTaws provide that your
Board shall number batween eight and fifteen, the directors :
chosen by Health Corporation will constitute only between 13 and
25 percent of the Board. Because Health Corporation does not
control your orxganization, You do not satisfy the control portion
of the integral part doctrine, ‘ ,

You also do not satisfy the. essential service component of
the integral paxt test. Under section 1.502-1(b) of the
regulations, a subordinate organization provides essantial
services for its controlling organization if the subordinate’s
activities would not be an unrelated trade or business if they
were performed by the controlling organization. Thus, an
organization that is operated for the sole purpose of furnishing
- electric power to its exempt parent would qualify for exemption
- as an integral part of its parent. However, if the subsidiary
furnished electric power to consumers other than its exempt
parent and the parent’s exempt subsidiaries, it would not be
exempt. Whether the activities of a subordinate organization
would be an unrelated trade or business if.the parent performed
the activities is based on all the facts:.and circumstances.

Thus, in the present case, it is necessary to determine if
the distributive ghare of ordinary income :from the partnership
would constitute unrelated business taxable income if Health
Corporation, rxather than you, were the paxtner in the :
partnership. In order to make this determination, it is
necessary to determine whether the partnership’s trade or
business is substantially related to the Health Corporation’s
exempt purpose under section 501(c) (3) of the Code.

The facts show that if Health Corporxation were a partner in
GP, it would have invested in an-entity that does not promote
community health (the exempt purpose of Health Corporation). The
facts also establish that GP generates impermissible private

benefit to for-profit corporationsa. Yo

~ In addition, the sale of phafmaéeq@{@#ls by the partnership,
like comparable sales by a hospital to.private patients of its




- 18 -
medical staff in Rev. Rul. 68-375, gupra, has no causal
relationship to the exempt purpose of Health Corporation, nor

could it be considered as being primarily for the comvenience of
the patients of Health Coxporatfons —-~ -

Therefore, the partnership’s activities would not have a
substantial causal relationship, as described in section 1.513-
1(d) (2) of the regulations, to the achievement of the Health
Corporation’s exempt purpose. Thus, Health Coxporation’s
distributive share of ordinary income from the partnership would
constitute unrelated business taxable income.

In Geisinger ITI, supra, the Tax Court held that a prepaid
health plan created by an exempt hospital system was not an
integral part of the system because a substantial portion of the
enrollees of the plan, approximately 20 percent, were not
patients of the exempt hospitals in the hospital system. The Tax
Court reasoned that providing services to such a significant
number of nonsystem patients precluded a finding that the plan’s
activities were devoted to furthering the exempt purposes of the
hospitals in the system. Geisinger III is similar to the present
situation because the activities of the partnership, which are
contxolled by a non-exempt organization,. do not further the
exempt purpose of the Health Corporatidh...

Accordingly, based on all the facts and circumstances, we
conclude that you do not qualify for recognition of exemption
from federal income tax as described under. section 501 (c) (3) of

the Code. L

_ oo VLG R, :

You are, therefore, required to file:federal income tax

¥eturns. Contributions to you are not :deductible under section
170 of the Code. i Codnne

You have the right to proteést thisgiruling if you believe it
is incorrect. To protest, you should .submit a statement of your
views, with a full explanation of your :xeasoning. This
statement, signed by one of youx principal officers, must be
submitted within 30 days from the date of ;this letter. You also
have a right to a conference in.thisg .office after your statemant
is gubmitted. You must request. a conference, if you want one,
when you file your protest statement. _If you are to be
represented by someone who is not one of iyour principal officers,
that person will need to file a proper power of attorney and
otherwige qualify under our Conference and Practice requirements.

You should send your protégg to our office at the following
address: o comon :

nake

Iz Cn Gl
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Internal Revenue S8ervice
CP:E:EO:T:lx- Room €514
1111 Constitution-ﬁwenue;~N.W.
Washington, D.C. 20224,

To help expedite our handling of this matter, you may fax
your response at the following telephone number : *

- Please also send the original of your response by mail.

If we do not hear from you within 30 days, this ruling will
become final and copies of it will be-forwarded to your key
District Director. Thereafter, any questions about your federal
income tax status or the filing of returns should be addressed to
that office. Also, the appropriate state officiale will be

notified of this action in accordance with section 6104 (c) of the
Code. ;

If you do not protest this pProposed ruling in a timely
manner, it will be considered by the Internal Revenue Service as

. a failure to exhaust available administrative remedies. Section

7428(b) (2) of the Code provides, in part, that a declaratory

proceeding unless the Tax Court, the United States Court of
Federal Claims, or the District Court &fl-the United States for
the District of Columbia determines that the organization
involved has exhausted administrative ‘remedies available to it

within the Internal Revenue Service.

. RO [N R
We have sent a copy of this letter .to: your representative as
indicated in your power of attorhey. T

‘Sincereily,

. P

S P

-.-Marvin Priedlander N
.. Chief, Exempt Organizations

Tecbnical Branch 1

cQ:
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